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1. Introduction

The 1990s are witnessing a renewed interest in issues of income distribution
and growth. This contrasts with the relatively minor attention given to distribu-
tional matters in the 1980s, particularly in Latin America. Two main reasons
stand as possible explanations for this feature. First, economic policies in the
last 10 years or so were largely devoted to stabilization, adjustment, and market
liberalization. The debt crisis of the 1980s and the ensuing macroeconomic
crisis turned the attention of policymakers away from issues of social inequal-
ity. Second, the intellectual climate on economic policy since the mid-1970s
and during the 1980s was shaped by the rise of free market economics initially
associated with the advent of Thatcherism in the United Kingdom and Rea-
ganomics in the United States, a trend that also permeated policy-making
circles in Latin America and other areas of the developing world.

In contrast to Keynesianism and developmentalism, in the new paradigm
distributive concerns are either largely absent or boil down to poverty issues, a
fess politically contentious area than is income and wealth distribution.

This situation is starting to evolve. At the mainstream academic level, the
renewed interest in both endogenous growth theory and the endogenous theory
of economic policy has encouraged new work on the interactions between
income distribution and GDP growth. Moreover, this relationship is mediated
through the political mechanism under the theory of the “median voter” in
democracies. The main thrust of this approach is that inequality is harmful for
economic growth.

The purpose of this chapter is to review the relationship among distribu-
tion, growth, and development across different theories and models. Tt exam-
ines how different models and theories address the following issues and
questions.
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I. Does economic growth bring greater income equality (or inequality)?

Does greater equality hamper or foster economic growth? What do

different theories say about the direction of causality and the sign of

the relationship between income distribution and growth?

What are the main economic transmission mechanisms that mediate

the relationship between income distribution and growth? What role

do national savings, the rate of investment, productivity growth, edu-
cation, and capital markets play in shaping that relationship?

3. What political mechanisms are specified (if any) by each theory that
affect the relationship between distribution and growth? What role is
played by voting mechanisms and social conflict? '

4. What empirical evidence is available for both developing and ad-
vanced countries, say, regarding the relationship between income
distribution and growth?

5. What policy implications can be drawn from alternative theories for
fostering both economic growth and social equity?

[

The chapter is organized in five sections, including this introduction.
Section 2 examines a wide range of macroeconomic theories, including classi-
cal, neoclassical (Solow), post-Keynesian (Kaldor), endogenous growth—
endogenous policy, new structuralist views of wage- and profit-led growth
regimes, and neo-Marxist.

The emphasis is on how the model closure adopted to obtain macro-
economic balance affects the sign of the relationship between income distribu-
tion and growth. The chapter highlights the main economic mechanisms (sav-
ings, profitability, and investment) and political mechanisms (voting and social
conflict) at work. Empirical available evidence associated with these ap-
proaches, both cross section and time series, is assessed.

Section 3 turns to the analysis of the Kuznets curve, which shows increas-
ing inequality at initial stages of development followed by a decline in inequal-
ity at later stages, as the levels of income per person rises above a certain
threshold. Rationalizations of the Kuznets relation, as well as empirical evi-
dence testing its shape and stability, are discussed.

Section 4 evaluates analytical and empirical features of the alternative
theories reviewed in the chapter, and section 5 highlights policy implications
for matching high growth with less social inequality,

2. Macroeconomic Approaches to Distribution
and Growth

This section reviews macroeconomic theories of growth and distribution, high-
lighting transmission mechanisms at work and the sign of the relationship
between the two variables.
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The Classics

Classical economists such as Adam Smith, David Ricardo, Karl Marx, and
others were, in general, skeptical on the possibility that capitalist growth could
avoid income and wealth inequalities. Their implicit (and sometimes explicit)
models supporting their views were savings-driven growth models in which
the savings function provided the link between income - distribution and
growth. For the classics, the propensities to save were lower (or zero) for wage
carners (workers) than for profit recipients (capitalists). In this setting, a more
egalitarian income distribution would be associated with a lower (national)
savings ratio, reduced capital formation, and sluggish output growth. Against
the background of the eighteenth and nineteenth centuries, mainly in England,
in which rapid growth and the Industrial Revolution coincided with increasing
income and wealth concentration, this view did not seem at odds with reality.!

Growth and Distribution in the Neoclassical (Solow) and
Post-Keynesian (Kaldor) Models

The neoclassical (Solow) and post-Keynesian (Kaldor) growth theories each
have a specific theory of distribution related to the way macroequilibrium is
achieved. As is well known, the main difference between the Solow and Kaldor
theories is how they solve the Harrod-Domar problem of “knife-edge” in-
stability of the growth process in an economy with fixed technical coefficients
in production and a constant savings ratio. The solution proposed by Solow
(1956) was to make the capital-labor ratio variable and dependent upon the
wage-capital rental ratio. The assumptions of perfect competition and market
clearing, constant returns to scale, and savings-driven growth (no independent
investment function) give rise to a stable path of steady growth, with flexible
factor prices guaranteeing full employment. In this model, growth is ex-
ogenous in a steady state and depends on the given rates of growth of the labor
force and total factor productivity. In addition, factor prices are determined by
the corresponding marginal productivities of capital and labor. In turn, factor
shares (income distribution) are determined by capital output ratios and margi-
nal productivities.

In the Solow model, saving is independent of the distribution of income
with a constant economywide propensity to save equal for all agents. Under
these conditions, income distribution does not directly affect economic growth,

In the model of Kaldor (1957), the Harrod-Domar instability problem is
solved by changes in the income distribution between wages and profits as the
central mechanism for the attainment of macroequilibrium. Kaldor makes the
overall savings ratio the adjustment variable through a “forced savings” mech-
anism to meet an independent investment function at full employment.2 Margi-
nal productivity conditions are dropped out of the model, and changes in the
profit rate or the wage share bring about the desired changes in savings. A
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central requirement for this adjustment pattern to occur is the adoption of a
Cambridge savings function in which the propensity to save out of profits is
greater than the propensity to save out of wages. The Kaldorian theory of
distribution is macroeconomic rather than microeconomic in spirit, as in the
neoclassical model in which real wages and rental rates on capital are given by
marginal productivities and market-clearing conditions. Regarding causality.
in the Kaldor model the causality goes from growth to income distribution and
from investment to savings. In fact, in the Kaldorian golden age, the wage
share and the capital output ratio depend on savings, investment, and technical
progress.

Summarizing, in both the neoclassical and Kaldor models there is full
employment.3 Nevertheless, while in the Solow model growth is savings
driven, in Kaldor growth is investment driven. Aggregate demand plays norole
in the determination of output growth rates in Solow. Income distribution
interacts with growth in Kaldor through a Cambridge savings function, a
feature absent in the Solow model. A key implication of the growth model of
Kaldor is the existence of an inverse relationship between income distribution
to labor and growth, as a redistribution of income from high savers (profit
recipients) to low savers (wage earners) depresses the national savings rate.

Endogenous Growth-Endogenous Policy Theories

The late 1980s and the first half of the 1990s witnessed a resurgence of
academic work on income distribution and growth. These issues have been
studied in a framework combining the endogenous growth theory with the
theory of endogenous economic policy (see Alesina and Rodrik 1992, 1994,
Persson and Tabellini 1992, 1994; Alesina and Perotti 1993; and Perotti 1992).

This new literature rests on three methodological assumptions. First, it
reverses the direction of causality of the Solow model and the Kuznets curve.
Now the causality runs from distribution to growth. Second, the new models
are of investment-driven growth. Third, the new literature introduces a political
mechanism along with an economic mechanism to map the effects of income
inequality on growth.

The economic mechanism gives a prominent role to capital accumulation
as the force that drives growth. Economic policies (the outcome of a political
process) reflect citizens’ preferences for redistributive vis-a-vis growth-
oriented policies. Moreover, the channel through which policies affect growth
is after-tax profitability of physical and/or human capital.

The political mechanism is a voting process in elections or referendums.
Citizens’ preferences for distribution and growth are a function of their endow-
ments of capital, land, talents, skills, and raw labor. In this context, the asset
distribution of capital vis-i-vis nonaccumulative assets (labor) will determine
the outcome of the political process. The more concentrated is income distribu-
tion toward labor, the more biased policies might be toward redistribution as
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fewer people, relatively speaking, benefit directly from the rewards of capital
accumulation and growth. In turn, the more numerous and powerful is the
capitalist class in society, the more likely it is that probusiness, progrowth
policies will be adopted. The observed growth outcome, in turn, is the result of
the political-economic equilibrium, often a reduced form of taxes, government
expenditure, and technological parameters.>

The main thrust of this literature is that income inequality deters economic
growth. In fact, societies with more unequal income distribution are expected to
grow less than will economies that start from a more egalitarian distribution of
income and wealth. Three reasons can be given to support the “inequality harms
growth” view. First, the more unequal is income distributed in the society, the
higher will be the level of taxation and other redistributive policies that dis-
courage private accumulation of physical and human capital. A second reason is
that a (highly) unequal distribution of income and wealth often generates social
tensions, inducing a high level of political instability, which penalizes domestic
investment and growth. A third reason is that wealth inequality leads to under-
investment in education by low-income groups that cannot (inance it, therefore
yielding a lower level of economic growth than otherwise.

Empirical Evidence

The empirics of this inequality-growth literature are largely dominated by
cross-section or panel regression analysis.® In general, the empirical results
reported in the works cited previously tend to support the hypothesis that
inequality (an explanatory variable) has a negative, often statistically signifi-
cant effect on the rate of output growth (the dependent variable in the regres-
sions) after controlling for variables such as initial per capita income, levels of
education, and political participation. This result seems to hold for separate
samples of developed and less-developed economies (see Persson and Tab-
ellini 1994) and is robust to alternative functional forms of the distribution-
growth relationship and different measures of inequality (share of top quintile,
Gini coefficient, or Theil coefficient; see Clarke 1992). On the influence of the
political regime (democracies or nondemocracies) on the inequality and
growth relationship, there seems to be less agreement. While Persson and
Tabellini (1994) found that the negative relationship between inequality and
growth holds only for democracies, Clarke (1992) and Alesina and Rodrik
(1994) found no significant impact of the political regime on the sign and
significance of the distribution parameter in the growth regressions. It is worth
mentioning that all the models tested, including the economic and political
mechanisms, are reduced forms. A structural test of the political mechanism
(median voter) has not, to our knowledge, been performed.

A World Bank study by Deininger and Squire (1995a) shows that most of
the recent tests of the negative relationship between initial inequality and
subsequent economic growth are based on income distribution data of limited
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coverage and little cross-country and temporal comparability. Moreover, the
results obtained in those studies have to be carefully interpreted, as they are
estimates derived from reduced forms of a structural model in which other
variables may determine the joint comovement of growth and income distribu-
tion observed in the data. Moreover, in a related study Liu, Squire, and Zou
(1995), using recent and more consistent data on income distribution, show
that income inequality is relatively stable within countries and over time, in
stark contrast with the behavior of the rates of growth of GDP that do change
rapidly and are characterized by very low persistence. These studies call into
question the accuracy of the empirical tests of the new growth theory on
income inequality.

Persistent Inequality and Growth: The Role of
Capital Markets

A variant of the literature in the endogenous growth theory focuses on the
existence of credit rationing and incomplete insurance markets for explaining
the persistence of wealth and income inequalities (see Aghion and Bolton
1992; Galor and Zeira 1993; and De Gregorio and Kim 1994). The basic
argument runs as follows: given an initial distribution of wealth, the future
wealth and its distribution will be conditioned by access to financing for
accumulation of physical and human capital. The wealthy have more access to
credit than do the middle class and the poor since the affluent have assets that
can be used as collateral for borrowing. Then, for a given set of accumulation
opportunities potentially open to all individuals, only those who can finance
projects (with their own wealth and/or through borrowing) can undertake them.
As a consequence, the wealth of the rich and upper middle class will grow at a
faster rate than will other people’s wealth, generating persistent wealth in-
equality with no self-correcting mechanism at work.” The root of the problem
is socially stratified access to capital markets, which generates underinvest-
ment (from a social point of view) in physical and human capital and slower
growth.

Woage-Led versus Profit-Led Growth Regimes
Approaches: Keynesian-Structuralist Models

A different perspective on the relationship between (functional) income
distribution and output growth is provided by authors in the structuralist and
neo-Keynesian traditions (see Marglin and Bhaduri 1991 and Taylor 1991).
These authors look at the relationship between distribution and growth through
models in which aggregate demand plays a role in the determination of both
short-term output and long-run growth. In their models, income distribution
affects aggregate demand and the investment function.
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The main policy question asked in this literature is whether income re-
distribution oriented toward workers is growth depressing (profit-led growth)
or growth enhancing (wage-led growth).

The effect of income distribution on growth depends on the net effect of
assuming that: (1) aggregate consumption is positively correlated with the
wage share provided the marginal propensity to consume from wages is higher
than from profits, (2) a higher wage share (lower profit share) can depress
profitability and cut investment,® and (3) exports may decline with a higher
wage share to the extent it reduces export competitiveness through an apprecia-
tion of the real exchange rate. To solve these indeterminancies a “wage-led
growth regime” is distinguished from a “profit-led growth regime.” The former
is one in which an increase in the wage share increases output growth. For this
effect to hold, the consumption effect, as well as the response of investment to
increases in capacity utilization, must be strong,.

In contrast, when investment profitability and export competitiveness
effects dominate, an increase in the wage share cuts aggregate demand,
capacity utilization, investment, and growth. In this case, we are in a “profit-
led” growth regime in which progressive income redistribution reduces output
growth.

Taylor (1991) introduces a full capacity constraint (and/or a foreign ex-
change constraint) into the model. These constraints set the limits to redistribu-
tion, showing how these policies can lead to inflationary pressures and/or
balance of payments crises. This can help rationalize the Latin American
experience, in which progressive redistribution often ended in macroeconomic
crisis that reversed initial redistributive gains.?

Formal econometric testing of the wage- and profit-led hypothesis for
industrialized economies shows a positive effect of real wages on aggregate
demand in some Organization for Economic Cooperation and Development
(OECD) countries. However, in other countries there is a negative correlation
between real wages and aggregate demand (Bowles and Boyer 1995). Clearly,
there is inconclusive econometric evidence for a “wage-led” macroregime in
industrialized countries. In turn, interpreting the postwar experience in indus-
trialized countries, Marglin and Bhaduri (1991) argue that in the United States
the “golden age” period of 20 to 25 years of great prosperity after World War I1
could be characterized as a sort of wage-led growth regime in which higher
wages led fo high aggregate demand and higher profits. However, the demise
of the golden age in the 1970s was associated with a “profit squeeze™ according
to Marglin and Bhaduri. In fact, the sustained wage expansion that took place
in the 1950s and 1960s ultimately led to a cut in profit margins that hampered
investment profitability and generated sluggish growth. In the new profit-led
regime, the resumption of growth requires, according to the authors, the restor-
ation of business profitability and wage moderation as well as institutional
changes in the “rules of the game” that govern capital-labor relations.






